IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

SCl REX CORPCRATI ON : CIVIL ACTI ON
V.
FEDERAL | NSURANCE COVPANY : NO. 00-1129

ADJUDI CATI ON

Fullam Sr. J. Novenber , 2001

This case, involving an insurance coverage di spute, has
been tried non-jury. The trial record consists of a |engthy
“Stipulation of Facts” and vol um nous agreed-upon exhibits. The
Stipulation of Facts is incorporated herein by reference.

Al t hough there is no dispute as to the facts, the inferences to
be drawn fromthose facts, and the | egal conclusions they
justify, are very nuch in dispute, and will be discussed in this
adj udi cati on.

Plaintiff Scirex Corporation is a national concern
whi ch, at various |locations, handles the clinical testing of
proposed new drugs for pharnmaceutical conpanies. The events
giving rise to this lawsuit occurred at plaintiff’s clinic in
West Hartford, Connecticut, and involved four separate clinical
trials designed to test the efficacy and safety of experinental
drugs for the relief of pain follow ng oral surgery. Two of
t hese studies were conducted for a firmnamed Al gos, one was

conducted for Forest Labs, and one for the R W Johnson firm



Plaintiff sustained very substantial |osses because, as a result
of enpl oyee m sconduct, all four of the clinical trials had to be
scrapped.

The defendant Federal |nsurance Conpany had issued to
plaintiff a succession of “crinme insurance” policies providing
coverage for “blanket enpl oyee dishonesty,” and the ultimte
i ssue to be decided is whether the | osses sustained by plaintiff
are covered by these policies.

The applicable policy formrenained the sanme in al
pertinent respects during each of the years involved in this
case, hence all of the sequential policies will be discussed
herein as if they constituted a single insurance policy. The
policy obligates the defendant to:

“pay for direct |oss caused by any fraudul ent

or di shonest acts commtted by [Scirex’s]

enpl oyees, whether acting alone or in

collusion wth others, not to exceed the

Limt of Insurance for Bl anket Enpl oyee

D shonesty shown in the Declarations.”

The policy further provides that “the | oss nust occur to noney,
securities or other property.”

The parties disagree as to whether plaintiff’'s | oss was
caused by “fraudul ent or dishonest acts”; whether the | oss was
“direct”; and whether the |oss occurred “to noney, securities or
ot her property.” The parties also disagree as to the correct

application of the “limts of insurance,” set forth in the policy

in the follow ng | anguage:



“The nost we wll pay for any |oss under

Bl anket Enpl oyee Di shonesty for any |oss
caused by any enpl oyee whet her acting al one
or in collusion with others, either resulting
froma single act or any nunber of acts,
regardl ess of when those acts occurred during
the period of this insurance or prior

i nsurance, is the amobunt of loss, not to
exceed the Limt of Insurance for Bl anket

Enpl oyee Di shonesty shown in the

Decl arations. ..

“All losses resulting froman actual or
attenpted fraudul ent or di shonest act or
series of related acts at the

prem ses...whether conmtted by one or nore

persons will be deened to be one occurrence
or event.”
Each of these issues will now be addressed.

Fr audul ent or Di shonest Acts

Proper resolution of the coverage issue requires an
under st andi ng of the clinical studies being perforned by
plaintiff. Each study was governed by a “protocol” issued by the
drug manufacturer, governing the admnistration of the clinical
tests. As nentioned previously, each of the drugs being tested
was to be adm nistered in connection with dental surgery
performed, at the plaintiff’s clinic, by a dental surgeon.
Nurses enployed at the clinic were expected to observe each
patient for a period of eight hours after the surgery, including
periodi ¢ checks of body tenperature and the amount of pain being
suffered by the patient (as specified by the patient on a scale

of 1-to-10), at stated intervals, and to note whether the patient
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suffered adverse reactions fromthe drug (e.g., headaches,
nausea, etc.).

The protocols contenpl ated that each patient woul d
remain at the clinic for eight hours post-surgery. However, sone
of the patients suffered such severe pain and disconfort that it
becane apparent, or at least likely, that the drug being tested
was not working. In such cases, the nurses were expected to
adm ni ster alternative anal gesic nedications already known to be
effective. Such patients were characterized as havi ng been
“rescued.” The fact that such rescue had becone necessary was
useful in the clinical trials, but the nurses’ observations of
the patients after the rescue provided little or no information
whi ch was useful to the clinical study, although it was, of
course, desirable to attend to the welfare of the patients.

The dental surgery involved renoval of inpacted w sdom
teeth, in patients of a specified age group. Several patients
woul d be treated in the course of a day, at intervals, each on a
slightly different schedule. The nurse in charge of patient
foll owup was Mary Ellen Conforto. She, or other nurses under
her supervision, prepared a schedule for each patient commencing
i medi ately after conpletion of the oral surgery, and specifying
the tinmes at which each observation was to be nade, and the
projected time of discharge at the end of the eight-hour period.

Adverse reactions or other untoward events were to be noted on



this schedul e.

The first of the four clinical studies involved in this
case began on Septenber 3, 1996 and was conpl eted on February 13,
1997, and involved an anal gesi ¢ “Morphi dex” manufactured by
Al gos. The protocol for that study specified that each patient
was to remain at the clinic for the full eight hours after
surgery, but as the study progressed it was agreed by Al gos that
“rescued” patients need not remain at the clinic after the rescue
medi cati on was adm ni stered, but would be subject to follow up
tel ephone calls to make sure everything was all right.

A second study for Al gos, involving the drug
Hydr ocodex, began on April 10, 1997 and extended through Cctober
13, 1997. Concurrently, a study of the drug Oxycodone on behal f
of Forest Labs began on April 2, 1997 and ended on Septenber 24,
1997. The final study involved in this case involved the drug
Tram Anag- 011 and was perforned for the R W Johnson Conpany,
begi nni ng Novenber 20, 1997 and ending on April 2, 1998. In al
three of the latter studies, the nursing staff, at Ms. Conforto's
direction, allowed “rescued” patients to |eave the clinic before
the conpletion of the eight-hour period, and, in many instances
al so permtted patients who had not been adm nistered alternative
nmedi cation to go honme before the eight-hour observation period
was over; in such cases, the nurses obtained the required foll ow

up information by tel ephone. The fact that patients left the



clinic early was not always reflected in the nurses’ records -
they sinply allowed the departure tinme stated on the original
schedul e to remai n unchanged.

The foregoing irregularities were first disclosed when
a disgruntled forner enployee wote a letter to plaintiff’s
managenent, recounting a laundry-list of conplaints she had about
Ms. Conforto. As aresult of this letter, plaintiff caused
audits to be perfornmed on all four clinical studies, reported the
findings to the respective drug manufacturers, and, eventually,
determ ned that all four studies were useless. Paynents received
on account were refunded and, in sonme cases, the studies were re-
done wi t hout additional charge.

There can be no doubt that the failure of the nurses to
conply with the requirenents of the various protocols - or at
| east the last three protocols - constituted a serious breach of
their enploynent responsibilities. By failing to note accurately
the time when each non-rescued patient actually left the clinic -
or, perhaps nore accurately, by failing to note on the
previ ously-drafted schedul e that the stated departure tinme was
incorrect - the nurses plainly undermned the validity of the
clinical studies. But it does not follow that their actions can
properly be characterized as “fraudul ent or dishonest acts.” The
def endant did not issue a performance bond, but rather a “crine

i nsurance” policy covering “bl anket enpl oyee di shonesty.”



Plaintiff seeks to characterize the nurses’ conduct as
“a knowi ng violation of the requirenents of the protocols, wth
intentional m srepresentation on patient records to hide that
violation.” But the evidence as a whole nakes clear that M.
Conforto and the other nurses honestly believed that they were
substantially conplying with the requirenents of the protocols.
In their view, they were adequately follow ng up each patient for
the required eight hours and, unless unusual after-effects were
noted, there was no real need to keep the patients at the clinic
when they wanted to go hone early. M. Conforto has had a great
deal of experience in these matters, and is firmly convinced that
it is standard nursing practice to set up schedul es in advance,
and to use such schedul es as the basis for “nurses notes” of
treatnent. Cbviously, her attitude is at odds with the
meticul ous requirenents of the clinical studies involved in this
case, but | am persuaded that the record reflects, at nost, a
stubborn belief that the nurses were right and that the drug
conpani es were i nposing unreasonabl e and unnecessary
requi renents.

The policy does not provide a definition of the terns

“fraudul ent or dishonest acts,” hence it nust be assunmed that the
parties intended those words to have their normal meanings. Both
“fraudul ent” and “di shonest” focus upon the intent of the actor,

and connote intentional conduct perceived by the actor as



wongful. Neither Ms. Conforto nor any of the other nurses can
properly be characterized as having acted with that kind of

di shonest intent. They gained no personal benefit fromtheir
actions, except perhaps a slight reduction in paperwork, yielding
an earlier end of their workday, but such shirking and corner-
cutting does not fit confortably within any reasonabl e
under st andi ng of fraud or dishonesty.

It is not without significance that, when the
irregularities becane known, M. Conforto was accused of
“negligence,” and, upset by that characterization, she resigned.
The ot her nurses either resigned or were discharged. But no
crimnal charges were filed, or sought; and Ms. Conforto soon
obt ai ned enpl oynent with another firm doing substantially the
sane kind of work she did for plaintiff; in her quest for
enpl oynent, she was aided by letters of reference supplied by her
superiors and co-workers at plaintiff’s clinic.

In short, | have concluded that the | osses sustained by
plaintiff, for which recovery is sought in this action, were not
the result of “fraudul ent or dishonest acts,” and are not covered

by the insurance policy issued by the defendant.

Al t hough this finding, standing alone, is dispositive,
in the interest of conpleteness and in aid of any post-trial

proceedi ngs which nmay ensue, it is appropriate to deal with the



ot her issues raised by the parties.

1. “Direct” Loss to “Money, Securities or Gher Property.”

It should be noted at the outset that a litera
interpretation of some of the policy |language is difficult to
square with a literal interpretation of other parts of the
policy. Everyone agrees, for exanple, that enbezzl enent by an

enpl oyee woul d be covered, yet it would seemthat, actually, that

1] ”

woul d be a | oss of noney, rather than “to” noney. |In order to
reconcil e the coverage | anguage i n subparagraph (a), page three
of the policy providing coverage for “direct |oss caused by any
fraudul ent or dishonest acts” with the |anguage of paragraph (b)
on the sane page, that “the | oss nust occur to nobney, securities
or other property,” it seens reasonable to interpret these

provi sions as including coverage both for | oss of noney or
property, and loss attributable to danage to property, when in
either case, the loss is the direct result of enployee

di shonesty.

Qobvi ously, the nurses did not m sappropriate noney, or
damage noney. But the defendant’s O ains Departnent has al ways
conceded that the clinical studies involved in this case can
properly be regarded as constituting “property” within the

nmeani ng of the policy and, in any event, anbiguities in that

regard should be resolved in favor of plaintiff.
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The i ssue then becones, did the actions of the nurses

directly cause the loss - i.e., the damage to the clinical
studies. | conclude that they did - i.e., that this was a
“direct loss.” But, as discussed in the follow ng section, that

finding does not end the matter.

[1l. Calculating Plaintiff’'s Damages

As noted above, it is only by characterizing the
clinical studies as “property” that a valid argunent for coverage
can be mmintained. But treating the studies as “property,” and
the “l oss to” such property as including danage, gives rise to
addi ti onal problens.

At page 7 of the policy, it is provided that | ost
property will be val ued based on the | esser of the:

“actual cash value of the property on the day

the | oss was di scovered; cost to repair; or

cost of replacing the property with materi al

of like kind and quality, |ess allowance for

physi cal deterioration, depreciation,

obsol escence or depletion.”

And, on page 5 of the policy under “Exclusions” is |listed
“Consequential Loss - this insurance does not apply to the |oss
of income, interest or dividends.”

Thus, it seens clear, and plaintiff apparently
concedes, that plaintiff’s | oss cannot properly be neasured by

the sum of noney plaintiff would have been paid if the studies

had all been valid and paid for per contract, or the suns
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plaintiff has been obliged to refund to the pharnaceuti cal
conpanies. Rather, plaintiff has characterized its clains as
representing what it would have cost to replace the danaged
studies. Plaintiff’s evidence of replacenent costs is, for the
nost part, based upon the anmobunts it actually did expend in
conducting the original studies.

Def endant chal | enges sone of the classes of
expenditures included in these calculations but, in ny view,
plaintiff’s figures represent a reasonabl e approxi mati on of
repl acenent costs, as contenplated by the policy.

Def endant advances anot her, sonewhat netaphysi cal,
argunent: The value of |ost property is supposed to be the
| esser of the “actual cash value of the property on the day the
| oss was di scovered” or replacenent cost. In defendant’s view,
when the | oss was discovered in April 1998, the studies were
actually worthless or, at the very least, their actual val ue was
much |l ess than the cost of replacenent. | reject this argunent.
In ny view, the term “actual cash value of the property on the
day the | oss was di scovered” neans, in the circunstances of this
case, the value of the property in its undanaged condition. | do
not believe that the defendant, or any other insurance conpany,
intended its policy to be illusory.

Havi ng concl uded t hat replacenent cost is the

appropriate neasure of the |oss sustained by plaintiff, I find it
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unnecessary to assess the validity of any questionable itens
included in plaintiff’s cal cul ati ons because, under any vi ew of
the matter, the | oss sustained (nearly two mllion dollars)
greatly exceeded the policy limts, as determned in the

foll ow ng section.

I V. Policy Limts

As noted above, the policy provides, under “Limts of
| nsurance” (page 6):

“All losses resulting froman actual or

attenpted fraudul ent or dishonest act or

series of related acts at the prem ses...

whet her comm tted by one or nore persons wl|

be deened to be one occurrence or event.”
There can be no doubt that, as to all of the four studies in
guestion, plaintiff’s losses resulted froma “series of rel ated
acts”: The sane nurses were involved in all of the alleged
wr ongdoi ng, they acted in concert, and all of the alleged
wongful acts constituted a series of related acts. | reject
plaintiff’s argunent that the policy is anmbi guous and shoul d be
construed in favor of expanded coverage. | perceive no
anbiguity.

| therefore conclude that, if plaintiff had succeeded
in establishing coverage, the maxi mum anmount of recovery in this

action woul d have been $280,000, the policy limt for a single

| 0ss.
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V. Concl usi on

For the reasons di scussed above, | find that the
defendant is not liable to the plaintiff. Judgnent wll be
entered in favor of the defendant.

An Order foll ows.

IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

SCl REX CORPORATI ON : ClVIL ACTI ON
V.
FEDERAL | NSURANCE COVPANY NO. 00-1129
ORDER
AND NOW this day of Novenber 2001, in accordance

with the acconpanyi ng Adjudication, | T IS ORDERED:
Judgnent is entered in favor of the defendant Federal

| nsurance Conpany and agai nst the plaintiff.

John P. Fullam Sr. J.
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